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THE CASE FOR A BALANCED BUDGET 


N its report on a postwar tax program, the Committee 
on Postwar Tax Policy made the following recommen- 
dation on budget policy:1 
We recommend the balanced budget as the 
normal practice in the belief that such a policy, 
being indicative of fiscal stability, will be more 
beneficial for the private economy and more con- 
ducive to the long-run stimulus of private effort 
than a policy of deficits. Our concern here is with 
the maintenance of production, employment and 
consumption through private enterprise. It is pos- 
sible to create purchasing power through income 
payments made from government deficits, but 
there is no experience with this method of bolster- 
ing the economy that would demonstrate it to 
have the energizing quality so essential to sus- 
tained prosperity. 

This position was not argued at length in the report. 
The language just quoted states a credo, an article of faith 
based upon the lessons of experience and upon logical 
deduction. The foregoing recommendation has been chal- 
lenged by various sympathetic critics who have expressed 
doubt that the economic machine will work in all circum- 
stances under such a fiscal program. It is proposed to 
undertake here some elaboration of the case for a balanced 
budget, but the views expressed are those of the writer 
and are not intended as a judgment of the Committee. 


The problem must be dealt with by deduction, since 
no inductive proof can be provided except by the action 
of Congress in holding to a balanced budget policy as the 
normal fiscal procedure over a period of years. There is, 
to be sure, the experience of England after 1929, which 
suggests that budgetary balance is attainable through a 
depression and that such a policy is not a hindrance to 
prompt recovery.2 The argument from this sort of analogy 
encounters the objection that different conditions in the two 
countries invalidate the comparison. 

Many factors are involved in the successful operation 
of the economic machine, and the responsibility for this 


1 The Committee an, ates Tax Policy, A Tax Program for a Solvent 


America, 1945, 
2 Committee on "Ristes Tax Policy, Op. cit., pp. 31-36 
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outcome rests broadly on all—managers, workers, investors, 
and government. We are concerned here with the particular 
matter of budget balance as an aspect of fiscal policy, and 
specifically with the question whether the maintenance of 
a balance will be favorable or adverse to the beneficial 
functioning of the economy. 

The principal implication of the challenge referred to 
is that the economic machine, by which is meant the pri- 
vate enterprise system plus the ordinary operations and 
activities of government, may not be capable of working 
well enough under a balanced budget to satisfy present-day 
standards. In terms of current thinking, ‘working well’ 
means providing an adequate volume of employment. It is 
sometimes said that when attention is fixed solely, or pri- 
marily, upon the matter of budget balance, achievement of 
that end may, and in some circumstances is likely to, result 
in a considerable amount of unemployment. 

It would be well to pause here to define employment. 
This term is usually taken to mean being at work for a 
private employer, or for one’s self, or for the government 
in the conduct of its ordinary, normal services and activities. 
The Bureau of the Census has followed this definition. In 
the 1940 census of the population the following occurs:% 

The total number of unemployed, as usually 
defined, includes (1) persons seeking work and 
without any form of public or private employ- 
ment, and (2) those on public emergency work 
programs established to provide jobs for the un- 
employed. 

It is a familiar fact that the amount of employment 
varies, both seasonally and cyclically. The core of the 
issue to be discussed is whether or not there is a demon- 
strable causal connection between budget policy and these 
variations in employment. The cyclical variations are the 
more important, quantitatively, and thus we encounter the 
questions — would a balanced budget cause an economic 
depression, and would an unbalanced budget prevent a 
depression? This, it must be emphasized, is a very different 
matter from the question of what should be done by govern- 
ment if and when unemployment should appear. We may 


f he Census, 16th Census of the United States: 1940. Population, 
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grant at once that government cannot provide as much 
income for the unemployed through doles, made work, or 
useful public works, under a balanced budget as under an 
unbalanced one. This does not prejudice the argument that 
it is possible to do enough for the relief of unemployment 
under a balanced budget. 

The current proposals for government action to assure 
so-called full employment really deal with the secondary 
or symptomatic, rather than the primary, aspect of the 
main issue. That is, they consist of the specific arrangements 
to be made for the support of those who happen to be 
unemployed. They do not touch at all the primary problem 
of the cause and prevention of the unemployment that is 
to be relieved, when it occurs, by government action. 

If we begin with the first of the questions posed above, 
namely, would the maintenance of a balanced budget be a 
cause contributory to the onset of an economic depression, 
the answer must obviously be in the negative. The period 
of depression will have been preceded by one of boom and 
prosperity. A point on which all tax planners are in agree- 
ment is that the budget should be in balance under highly 
prosperous conditions. At such a time there would be high 
level employment, ample production, and a substantial flow 
of income to the people. In this kind of situation there 
would be no need of the inflation that is produced by budget 
deficits. Even by the advocates of spending, the absence of 
deficits is regarded as a desirable condition during a boom. 


In the course of the long-range cyclical variations of 
economic activity, the boom gives way to depression. Many 
explanations have been advanced to show why this transition 
occurs. They vary widely and are highly selective in the 
range of factors and influences to which the depression 
after a boom is attributed. Professor Alvin Hansen has 
classified these numerous, diverse theories of the economic 
cycle as 1) technological developments, innovations, ex- 
ploitation of new resources, and the opening of new terri- 
tory, 2) war, or 3) gold and price movements.4 


The writers who have advanced one variant or another 
of these theories have sought to explain, in terms of the 
appropriate phenomena selected, how there is provided, 
first, a stimulus to the economy which leads to a boom, 
and second, a transition to a depression as the effect of the 
particular stimulus chosen for emphasis wears off. So far 
as the present discussion is concerned, the specific theory 
by which the economic cycle is explained is not of great 
importance, since all of these theories agree that a depres- 
sion will follow a boom. It is likely that no single explana- 
tion of the economic cycle is wholly adequate at all times 
and under all circumstances. On the other hand, there is 
greater likelihood that various factors are contributing, in 
one combination or another, to the wave-like movement of 
economic activity that is identified as the economic cycle. 


The main thread of our argument is the connection, if 
~ 4 Alvin Hansen, Fiscal Policies and Business Cycles, (1941) pp. 32, ff. 





any, between the balanced budget as a fiscal policy of 
government and the operation of the factors which bring 
about the transition from boom to depression. It is charac- 
teristic of cycle theory that a certain inevitableness is postu- 
lated, which would imply the operation of forces and trends 
too powerful to be entirely checked or halted. In any event, 
the prevention of depression necessarily involves the pre- 
vention of the preceding boom. Only in a completely static 
economy would this be possible, and the economic stagna- 
tion that would thereby be produced would condemn any 
attempt on the part of government or individuals to elimi- 
nate the dynamic impulses which periodically advance the 
standard of living by great steps. 

If the transition from boom to depression is really in- 
evitable, then no sort of fiscal manipulation on the part 
of government would be effective in wholly preventing it 
Assuming that no steps had been taken to throttle the 
preceding boom, the only hope of averting the ensuing 
depression would be to prevent the boom from fading out. 
This would be a delaying action in the form of a program 
of inflation during the boom on a scale that would carry 
it on beyond the point at which, in Hansen’s words, it 
would have “died a natural death.”” Measures of this extraor- 
dinary sort would sustain the illusion of prosperity for a 
time, but they would lead eventually to a collapse that would 
be the more severe because of the manner of its deferment. 
The excesses of a depression tend to counterbalance the 
excesses of the preceding boom. 

If the economy is destined to move from a boom into 
a depression, will the fact that the federal budget is in 
balance during this transition cause the movement to be 
more abrupt and the consequences to be more severe? A 
parallel question is—will the maintenance of a balanced 
budget during the depression prolong it and hinder the 
operation of the forces that eventually work for recovery? 


The first point to be considered here is the level of the 
budget. The taxes required to cover the expenditures are 
always burdensome. Heavy taxes are more burdensome than 
light or moderate taxes. In view of this principle, a large 
budget would be a definitely greater handicap than a moder- 
ate budget. This was recognized by the Committee on Post- 
war Tax Policy when it pointed out that the maintenance of 
budget balance would be more difficult, even in the pros- 
perous years, if it were to include liberal provision for the 
optional and extraneous services which it is always easier to 
grant than to refuse.5 The argument is even more appli- 
cable in depression periods, and leads to the conclusion that 
there should be, at all times, prudent expenditure control 
in order to avoid the excessive strain that is certain to be 
involved in the lean years. 

The next point to consider is the basic economic character 
of the process of keeping the budget in balance. This proc- 
ess is essentially one of transferring income or purchasing 
* Op. cit., pp. 22, 23. 
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power from the citizens to the government with little or no 
net effect upon the aggregate. The government spending 
occurs with sufficient regularity and promptness to bring into 
the market, from government sources, the purchasing power 
which the citizens surrender in taxes. Thus, the mainte- 
nance of budget balance during the onset of depression or 
throughout the depression does not diminish the total 
of purchasing power that is available. The shift from boom 
to depression, in itself, means a decline of total income and 
purchasing power. Keeping the budget in balance does not 
accelerate this decline since the spending will equal the 
taxes. 

Nevertheless, the taxes required for budgetary purposes 
would absorb a larger share of income in a depression, be- 
cause of the decline of total income and the inability of 
government to reduce expenditures proportionately to the 
decrease of income, even with vigorous expenditure control. 
But the government payments would also provide a rela- 
tively larger share of total income, thus avoiding a net 
inroad on purchasing power by reason of the taxes. It 
becomes necessary, however, to consider the effect of the 
required taxation upon the economic incentives, for these 
are not wholly eliminated in a depression, although their 
potency may be temporarily impaired. The effects of taxa- 
tion may go beyond the mechanical aspect that is involved 
in the transfer of purchasing power, if the burden becomes 
such as to impair the real standard of living. In such a case 
the encroachment upon incentives may become serious. 


The double-barreled nature of the national income con- 
cept comes to the rescue here. When this concept is ex- 
pressed in dollar amounts the total involves both the volume 
of production and the price level. In a depression both 
factors enter into the decline of total national income. The 
relative contribution of each to the aggregate decline may 
vary at different times and in any case is not readily measur- 
able. In so far as the price decline may be significant, the 
real standard of living is somewhat protected, despite such 
increase of taxation as may be necessary. 

The character of the taxation imposed during a depression 
is also significant, both from the standpoint of ability to 
preserve budget balance and of the effects of taxation upon 
incentives. The Committee on Postwar Tax Policy empha- 
sized the importance of diversity in the tax system in order 
to sustain the revenues under varying economic conditions.& 
To this end it advocated retention of a substantial volume 
of excise taxes because of their demonstrated productivity 
under those economic conditions in which the income taxes 
become relatively impotent as a revenue source. 


The productivity of even the excise taxes will depend 
in considerable degree upon the diffusion of income among 
the population during a depression. Here we must enter 
upon an area of lively dispute, but it is one of such sig- 
nificance that the heat of argument must not dissuade us 


6 Op. cit., Chapter 2. 


from dealing with it. We refer to the question of wage 
policy. It is accepted in some quarters that there must be 
no reduction of wage rates in a depression, without regard 
to the arguments advanced and the policies pursued for the 
purpose of securing increases of wage rates during the 
boom period. The most elementary consideration of the 
course of events as the depression progresses will reveal 
that a characteristic phenomenon is a decline of prices and 
of profits. The rigidity of wage rates under these circum- 
stances is a primary factor in causing unemployment be- 
cause of the constant struggle of employers to hold costs 
within the shrinking boundary of falling prices. The restric- 
tion of employment that is produced by the maintenance 
of wage rates becomes significant because of its operation 
to confine the income generated by the economic system 
during a depression to a number of income recipients con- 
siderably less than the entire labor force. Remember that 
we are now discussing the productivity of the excise taxes, 
a result which depends upon widespread or so-called mass 
consumption of the commodities subjected to excise taxa- 
tion. If, as an extreme assumption, only three-quarters of 
the labor force are in receipt of wage income, the volume 
of purchases involving excise tax will be correspondingly 
reduced. It is the sheer number of purchasers that makes 
for the productivity of excise taxes. 

The critics of the balanced budget policy might now in- 
sist that their point had been well taken, since the above 
reference to a quarter of the labor force that might possibly 
be unemployed would constitute a concession that govern- 
ment action outside the balanced budget is necessary. 


The conclusion would be over-hasty. The main point in 
this essay is whether or not the balanced budget would 
cause an increase in the amount of unemployment that tends 
to appear in a depression. We are not, as yet, concerned 
with how government should deal with such a situation 

Reverting to the criticism with which we began, namely 
that under certain circumstances the economic machine 
would not function well enough to permit maintenance of 
a balanced budget, it becomes necessary to consider the 
conditions under which the machine can work well. As 
already noted, the area of responsibility for this result is 
much greater than that of fiscal policy. In this connection 
the flexibility of wage rates becomes important, for it is 
plain that a given volume of employment, as, for example, 
that which can be provided in a period of rising prices and 
rising profits, cannot be maintained under the reverse con- 
ditions of falling prices and falling profits except by a 
revision of wage costs. The efficiency of labor does not 
increase rapidly enough in depressed periods to permit 
continuance of the wage rates established in a boom period. 


The stock argument in opposition to wage revision in a 
depression is that it will reduce over-all purchasing power. 
This is not necessarily true. An illustration will serve to 
make the point clearer. Let it be assumed that in a boom 
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period the wage income of the country is $100 billion, 
earned by 50 million workers at an average wage of $1.00 
per hour for a 40-hour week and a 50-week work year. Let 
it be assumed, further, that the inevitable changes to be 
produced by the transition to a depression will reduce this 
segment of the national income to $75 billion. Maintenance 
of the wage rate of $1.00 per hour and the 50-week work 
year for those who were employed at that rate would mean 
reduction of the number employed to 37.5 million. Thus a 
quarter of the labor force would be unemployed. But if 
the average wage rate were reduced to $0.75 per hour, it 
might be possible for all or nearly all of the labor force of 
50 million to be employed through a normal work year, and 
if so, their total wage income would approximate $75 bil- 
lion. It is better in every respect for a large proportion of 
the labor force to be employed and share the wage income 
produced, though at lower wage rates, than for a smaller 
proportion of it to be employed at prosperity wage rates 
which are so high as to force millions into unemployment. 

The point to be emphasized here is that the best method 
of spreading the work during a depression is not by stagger- 
ing hours, or by a shorter work week, but by reducing wage 
rates. Government intervention, in the manner employed 
during the 1930's or prescribed by the Full Employment 
Bill, is in effect a subsidy for the prevailing rate of wages. 
It thus becomes a powerful deterrent to the inauguration 
of the forces that should emerge to produce recovery. 


[t should be apparent that the establishment of wage 
rates at a level which would sustain a maximum amount of 
employment through the depression would to that extent 
relieve government from the obligation to provide assis- 
tance. The principal risk which the balanced budget policy 
will encounter under depressed economic conditions is that 
the requirements for relief may be greater than can be 
financed from current revenues. The most effective way of 
avoiding the necessity for relief is to keep people employed. 
To this end primary attention must be given, by manage- 
ment, labor, and government, to nonfiscal policies. The 
Committee on Postwar Tax Policy recognized that under 
some circumstances a resumption of borrowing might be 
necessary, but resistance to such a policy was expressed:7 

. we see in a policy which would encourage 
resort to loans in lieu of taxes for budgetary pur- 
poses a powerful temptation to do this in imagi- 
nary as well as in real emergencies. Because of the 
natural resistance to taxation, there is every like- 
lihood that the long-run result would be an ac- 
cumulation of debt and a creeping inflation that 
would impair the living standards of a large 
proportion of the people. 


The element of inevitableness in cycle theory suggests 
that depression necessarily gives way to recovery, just as 
the boom Jeads to depression. Such, indeed, has been the 


* Op. cit., p. 25. 


record. The forces which produce recovery are as compli- 
cated and as obscure as those which produce depression. 
Again the problem of proper government policy must be 
considered. Obviously this policy should be so designed as 
to avoid placing barriers in the way of the recuperative 
forces, for the recovery, however inevitable eventually, may 
be long delayed by inept government action. On this, also, 
experience is clear. A record of budget balance through the 
depression would constitute a minimum impediment to re- 
covery. The Committee on Postwar Tax Policy expressed 
itself as to the effects of the contrary policy, that is, of 
deficits through a depression, as follows:8 


In our opinion the effect of deficits and con- 
tinued debt increase on the economy would be so 
serious as to warrant a strong effort to avoid them 
by maintaining normal budgetary balance. Deficit 
spending may provide some temporary relief by 
putting more money into circulation. The pay- 
ments are likely to be made, in at least some 
degree, without regard to the quantity or quality 
of productive effort being performed by the re- 
cipients. Thus, the groundwork is laid for infla- 
tion, a condition under which the higher money 
incomes cannot provide an equivalent real income. 
Furthermore, the steady increase of the public 
debt under a deficit policy would tend to give 
rise to growing doubt as ‘9 the stability of the 
monetary unit and the redemption value of the 
debt. These doubts would go far to impair that 
confidence in the future which is essential to bold 
business planning and vigorous enterprise. 


As noted at the outset of this discussion, the effectiveness 
with which the economic machine will operate depends on 
many factors aside from fiscal policy. Sound measures and 
programs are as essential in these other fields as they are 
in the realm of government finance. It would be equally 
bad judgment to undertake correction of the mistakes in 
finance by manipulation of non-fiscal matters, such as wage 
increases to offset an inflation; or to undertake correction 
of the mistakes of labor, management, and price policies by 
manipulation of the federal budget, such as resort to in- 
flation to offset price and wage rigidities. Thus far there 
has been an unfortunate tendency to look upon the budget 
as the shock absorber of the errors in other fields. Given 
even half a chance through a reversal of this tendency by 
a statesmanlike approach to the other problems involved in 
the proper functioning of the economy, the economic 
machine can operate well under a balanced federal budget. 


Har_Ley L. Lutz 
Professor of Public Finance 
Princeton University 


8 Op. cit., p. 23. 
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